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FINANCIAL REGULATORY REFORM

Financial Crisis Losses and Potential Impacts of the
Dodd-Frank Act

What GAO Found

The 2007-2009 financial crisis has been associated with large economic losses
and increased fiscal challenges. Studies estimating the losses of financial crises
based on lost output (value of goods and services not produced) suggest losses
associated with the recent crisis could range from a few trillion dollars to over $10
trillion. Also associated with the crisis were large declines in employment,
household wealth, and other economic indicators. Some studies suggest the
crisis could have long-lasting effects: for example, high unemployment, if
persistent, could lead to skill erosion and lower future earnings for those affected.
Finally, since the crisis began, federal, state, and local governments have faced
greater fiscal challenges, in part because of reduced tax revenues from lower
economic activity and increased spending to mitigate the impact of the recession.

While the Dodd-Frank Wall Street Reform and Consumer Protection Act’s (Dodd-
Frank Act) reforms could enhance the stability of the U.S. financial system and
provide other benefits, the extent to which such benefits materialize will depend
on many factors whose effects are difficult to predict. According to some
academics, industry representatives, and others, a number of the act’s provisions
could help reduce the probability or severity of a future crisis and thereby avoid
or reduce the associated losses. These include subjecting large, complex
financial institutions to enhanced prudential supervision, authorizing regulators to
liquidate a financial firm whose failure could pose systemic risk, and regulating
certain complex financial instruments. In contrast, some experts maintain these
measures will not help reduce the probability or severity of a future crisis, while
others note that their effectiveness will depend on how they are implemented by
regulators, including through their rulemakings, and other factors, such as how
financial firms respond to the new requirements. Quantifying the act’s potential
benefits is difficult, but several studies have framed potential benefits of certain
reforms by estimating output losses that could be avoided if the reforms lowered
the probability of a future crisis.

Federal agencies and the financial industry are expending resources to
implement and comply with the Dodd-Frank Act. First, federal agencies are
devoting resources to fulfill rulemaking and other new regulatory responsibilities
created by the act. Many of these agencies do not receive any congressional
appropriations, limiting federal budget impacts. Second, the act imposes
compliance and other costs on financial institutions and restricts their business
activities in ways that may affect the provision of financial products and services.
While regulators and others have collected some data on these costs, no
comprehensive data exist. Some experts stated that many of the act’s reforms
serve to impose costs on financial firms to reduce the risks they pose to the
financial system. Third, in response to reforms, financial institutions may pass
increased costs on to their customers. For example, banks could charge more for
their loans or other services, which could reduce economic growth. Although
certain costs, such as paperwork costs, can be quantified, other costs, such as
the act’s impact on the economy, cannot be easily quantified. Studies have
estimated the economic impact of certain of the act’s reforms, but their results
vary widely and depend on key assumptions. Finally, some experts expressed
concern about the act’s potential unintended consequences and their related
costs, adding to the challenges of assessing the benefits and costs of the act.
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The 2007-2009 financial crisis threatened the stability of the U.S. financial
system—composed of financial institutions, markets, and infrastructure—
and the health of the U.S. economy." At the peak of the crisis, the federal
government introduced unprecedented support for financial markets,
providing hundreds of billions of dollars of capital and over a trillion dollars
of emergency loans to financial institutions. Many households suffered as
a result of falling asset prices, tightening credit, and increasing
unemployment. While many factors likely contributed to the crisis and the
relative role of these factors is subject to debate, gaps and weaknesses in
the supervision and regulation of the U.S. financial system generally
played an important role.? To address such shortcomings, Congress
enacted the Dodd-Frank Wall Street Reform and Consumer Protection
Act (the Dodd-Frank Act).> As summarized on the Senate Banking
Committee’s website, the act seeks to (1) address risks to the stability of
the U.S. financial system, in part through the creation of the Financial

'As discussed below, no universal or widely accepted definition of a financial crisis exists.
Indeed, no clear consensus exists on when the recent financial crisis started or ended (if
yet). In a number of speeches, officials from the Board of Governors of the Federal
Reserve System and several academics have dated the crisis as starting in 2007 and
ending in 2009. We are adopting that time frame, although others sometimes date the
crisis as starting in 2008 and ending in 2009.

2As discussed in the background section of this report, other factors that are thought to
have contributed to the crisis include financial innovations and economic conditions,
characterized by accommodative monetary policies, ample liquidity and availability of
credit, and low interest rates that spurred housing investment.

3Pub. L. No. 111-203, 124 Stat. 1376 (2010).
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Stability Oversight Council (FSOC), (2) end too-big-to-fail bailouts of
large, complex financial institutions, (3) increase transparency and
regulation for certain complex financial instruments, and (4) strengthen
protections for consumers and investors.*

Federal financial regulators and other agencies are continuing to make
progress in implementing the Dodd-Frank Act’s numerous provisions,
which may require hundreds of rulemakings. While the financial services
industry, academics, and others generally have supported the Dodd-
Frank Act’s goal of enhancing the stability of the U.S. financial system,
the act’s implementation has not been free of controversy or debate. For
example, a consensus exists neither on the extent to which the act will
help to reduce the likelihood and severity of future financial crises nor on
the magnitude of the costs that the act, generally, and its regulations,
specifically, will impose on U.S. financial institutions and the U.S.
economy. The Dodd-Frank Act has not yet been fully implemented; thus,
its impacts have not fully materialized. Nonetheless, analyses of the
potential and actual impacts can help inform policymakers about the
ongoing implementation of the act’s reforms.

As requested, the objectives of this report are to describe what is known
about

o the losses and related economic impacts associated with the 2007-
2009 financial crisis;

« the benefits of the Dodd-Frank Act, particularly its key financial
stability provisions, for the U.S. financial system and broader
economy; and

« the costs associated with the act, particularly its key financial stability
provisions.

To address our objectives, we reviewed and analyzed academic and
other studies that assess the economic impacts of financial crises or
financial regulatory reforms, including the Dodd-Frank Act. We reviewed
the methodological approaches of selected studies and determined that
they were sufficient for our purposes. However, the results should not

4u.s. Senate, Committee on Banking, Housing, and Urban Affairs, Dodd-Frank Wall
Street Reform: Conference Report Summary, accessed December 17, 2012,
http://banking.senate.gov/public/index.cfm?FuseAction=Issues.View&lssue_id=84d77b9f-
c7ab-6fe2-4640-9dd18189fb23.
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necessarily be considered as definitive, given the methodological or data
limitations contained in the studies individually and collectively. To show
changes in economic indicators following the start of the financial crisis,
we obtained and analyzed data from the Bureau of Economic Analysis,
Bureau of Labor Statistics, National Bureau of Economic Research, and
other sources. We obtained and summarized data on the incremental
budgetary costs associated with the act’s implementation for 10 federal
entities: the Board of Governors of the Federal Reserve System (Federal
Reserve); Commodity Futures Trading Commission (CFTC); Federal
Deposit Insurance Corporation (FDIC); Federal Housing Finance Agency
(FHFA); Office of the Comptroller of the Currency (OCC); Securities and
Exchange Commission (SEC); Department of the Treasury (Treasury);
Bureau of Consumer Financial Protection, commonly known as the
Consumer Financial Protection Bureau (CFPB); FSOC,; and the Office of
Financial Research (OFR). For parts of our methodology that involved the
analysis of computer-processed data, we assessed the reliability of these
data and determined that they were sufficiently reliable for our purposes.
Through interviews and an expert roundtable we held with the assistance
of the National Academy of Sciences, we obtained perspectives from
academics; current and former federal financial regulators;
representatives of industry, public interest, and investor groups; and other
experts on the potential benefits and costs of the act’s reforms. In
addition, we reviewed relevant reports and public statements by these
groups as well as Dodd-Frank Act rules and comment letters. Finally, we
reviewed prior GAO work on the fiscal outlook for federal, state, and local
governments and on financial regulatory reform. Appendix | contains
additional information on our scope and methodology.

We conducted this performance audit from November 2011 to January
2013 in accordance with generally accepted government auditing
standards. Those standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable basis for
our findings and conclusions based on our audit objectives. We believe
that the evidence obtained provides a reasonable basis for our findings
and conclusions based on our audit objectives.
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Background

U.S. Financial Regulatory
Framework

Banking Regulators

The financial regulatory framework in the United States was built over
more than a century, largely in response to crises and significant market
developments. As a result, the regulatory system is complex and
fragmented.® While the Dodd-Frank Act has brought additional changes,
including the creation of new regulatory entities and the consolidation of
some regulatory responsibilities that had been shared by multiple
agencies, the U.S. financial regulatory structure largely remains the
same. It is a complex system of multiple federal and state regulators, as
well as self-regulatory organizations, that operates largely along
functional lines. The U.S. regulatory system is described as “functional” in
that financial products or activities are generally regulated according to
their function, no matter who offers the product or participates in the
activity.

In the banking industry, the specific regulatory configuration depends on
the type of charter the banking institution chooses. Depository institution
charter types include

o commercial banks, which originally focused on the banking needs of
businesses but over time have broadened their services;

« thrifts, which include savings banks, savings associations, and
savings and loans and were originally created to serve the needs—
particularly the mortgage needs—of those not served by commercial
banks; and

« credit unions, which are member-owned cooperatives run by member-
elected boards with an historical emphasis on serving people of
modest means.

These charters may be obtained at the state or federal level. State
regulators charter institutions and participate in their oversight, but all
institutions that have federal deposit insurance have a federal prudential
regulator. The federal prudential regulators—which generally may issue
regulations and take enforcement actions against industry participants

SFor a more detailed discussion of the evolution of the U.S. financial regulatory framework
before the enactment of the Dodd-Frank Act, see GAO, Financial Regulation: A
Framework for Crafting and Assessing Proposals to Modernize the Outdated U.S.
Financial Regulatory System, GAO-09-216 (Washington, D.C.: Jan. 8, 2009).

Page 4 GAO-13-180 Financial Regulatory Reform


http://www.gao.gov/products/GAO-09-216�

within their jurisdiction—are identified in table 1. The act eliminated the
Office of Thrift Supervision (OTS) and transferred its regulatory
responsibilities to OCC, the Federal Reserve, and FDIC.® To achieve their
safety and soundness goals, bank regulators establish capital
requirements, conduct onsite examinations and off-site monitoring to
assess a bank’s financial condition, and monitor compliance with banking
laws. Regulators also issue regulations, take enforcement actions, and
close banks they determine to be insolvent.

|
Table 1: Federal Prudential Regulators and Their Basic Functions

Agency

Basic function

Office of the Comptroller of the Currency

Charters and supervises national banks and federal thrifts.

Board of Governors of the Federal Reserve
System

Supervises state-chartered banks that opt to be members of the Federal Reserve
System, bank holding companies, thrift holding companies and the nondepository
institution subsidiaries of those institutions, and nonbank financial companies designated
by the Financial Stability Oversight Council.

Federal Deposit Insurance Corporation

Supervises FDIC-insured state-chartered banks that are not members of the Federal
Reserve System, as well as federally insured state savings banks and thrifts; insures the
deposits of all banks and thrifts that are approved for federal deposit insurance; and
resolves all failed insured banks and thrifts and has been given the authority to resolve
large bank holding companies and nonbank financial companies that are subject to
supervision by the Board of Governors of the Federal Reserve System.

National Credit Union Administration

Charters and supervises federally chartered credit unions and insures savings in federal
and most state-chartered credit unions.

Sources: OCC, Federal Reserve Board, FDIC, and NCUA.

Holding companies that own or control a bank or thrift are subject to
supervision by the Federal Reserve. The Bank Holding Company Act of
1956 and the Home Owners’ Loan Act set forth the regulatory frameworks
for bank holding companies and savings and loan (S&L) holding
companies, respectively.” Before the Dodd-Frank Act, S&L holding
companies had been subject to supervision by OTS and a different set of
regulatory requirements from those of bank holding companies. The

0TS chartered and supervised federally chartered savings institutions and savings and
loan holding companies. Rule-making authority previously vested in OTS was transferred
to OCC for savings associations and to the Federal Reserve for savings and loan holding
companies. Other authorities were transferred to OCC, FDIC, and the Federal Reserve.
12 U.S.C. § 5412.

"Pub. L. No. 84-511, 70 Stat. 133 (1956) and Pub. L. No. 73-43, 48 Stat. 128 (1933). Bank

holding companies are companies that own or control a bank, as defined in the Bank
Holding Company Act. S&L holding companies are companies that own or control an S&L.
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Securities and Futures
Regulators

Dodd-Frank Act made the Federal Reserve the regulator of S&L holding
companies and amended the Home Owners’ Loan Act and the Bank
Holding Company Act to create certain similar requirements for both bank
holding companies and S&L holding companies.? The Dodd-Frank Act
also grants new authorities to FSOC to designate nonbank financial
companies for supervision by the Federal Reserve.

The securities and futures markets are regulated under a combination of
self-regulation (subject to oversight by the appropriate federal regulator)
and direct oversight by SEC and CFTC, respectively.® SEC regulates the
securities markets, including participants such as securities exchanges,
broker-dealers, investment companies, and investment advisers. SEC’s
mission is to protect investors; maintain fair, orderly, and efficient
markets; and facilitate capital formation. In the securities industry, certain
self-regulatory organizations—including the securities exchanges and the
Financial Industry Regulatory Authority—have responsibility for
overseeing the securities markets and their members; establishing the
standards under which their members conduct business; monitoring
business conduct; and bringing disciplinary actions against members for
violating applicable federal statutes, SEC’s rules, and their own rules.

CFTC is the primary regulator of futures markets, including futures
exchanges and intermediaries, such as futures commission merchants.°
CFTC’s mission is to protect market users and the public from fraud,
manipulation, abusive practices, and systemic risk related to derivatives
that are subject to the Commodity Exchange Act, and to foster open,
competitive, and financially sound futures markets. Like SEC, CFTC
oversees the registration of intermediaries and relies on self-regulatory

8For a more detailed discussion of the regulatory framework for bank holding companies
and S&L holding companies, see GAO, Bank Holding Company Act: Characteristics and
Regulation of Exempt Institutions and the Implications of Removing the Exemptions,
GAO-12-160 (Washington, D.C.: Jan. 19, 2012).

9Certain securities activities also are overseen by state government entities.

OFytures commission merchants are individuals, associations, partnerships, corporations,
and trusts that solicit or accept orders for the purchase or sale of any commodity for future
delivery on or subject to the rules of any exchange and that accept payment from or
extend credit to those whose orders are accepted. Firms and individuals who trade futures
with the public or give advice about futures trading must be registered with the National
Futures Association, the industrywide self-regulatory organization for the U.S. futures
industry.
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Consumer Financial Protection
Bureau

Federal Housing Finance
Agency

organizations, including the futures exchanges and the National Futures
Association, to establish and enforce rules governing member behavior.
In addition, Title VIl of the Dodd-Frank Act expands regulatory
responsibilities for CFTC and SEC by establishing a new regulatory
framework for swaps. The act authorizes CFTC to regulate “swaps” and
SEC to regulate “security-based swaps” with the goals of reducing risk,
increasing transparency, and promoting market integrity in the financial
system.

The Dodd-Frank Act established CFPB as an independent bureau within
the Federal Reserve System and provided it with rule-making,
enforcement, supervisory, and other powers over many consumer
financial products and services and many of the entities that sell them.?
Certain consumer financial protection functions from seven existing
federal agencies were transferred to CFPB." Consumer financial
products and services over which CFPB has primary authority include
deposit taking, mortgages, credit cards and other extensions of credit,
loan servicing, debt collection, and others. CFPB is authorized to
supervise certain nonbank financial companies and large banks and
credit unions with over $10 billion in assets and their affiliates for
consumer protection purposes. CFPB does not have authority over most
insurance activities or most activities conducted by firms regulated by
SEC or CFTC.

The Housing and Economic Recovery Act of 2008 (HERA) created FHFA
to oversee the government-sponsored enterprises (GSE): Fannie Mae,
Freddie Mac, and the Federal Home Loan Banks.' Fannie Mae and
Freddie Mac were created by Congress as private, federally chartered

A swap is a type of derivative that involves an ongoing exchange of one or more assets,
liabilities, or payments for a specified period. Financial and nonfinancial firms use swaps
and other over-the-counter derivatives to hedge risk, or speculate, or for other purposes.
Swaps include interest rate swaps, commodity-based swaps, and broad-based credit
default swaps. Security-based swaps include single-name and narrow-based credit default
swaps and equity-based swaps. For the purposes of this report, we use “swaps” to refer to
both “swaps” and “security-based swaps.”

1212 U.S.C. §§ 5481-5603.

BThese agencies included the Federal Reserve, FDIC, the Federal Trade Commission,
the Department of Housing and Urban Development, the National Credit Union
Administration, OCC, and OTS.

“Pub. L. No. 110-289, 122 Stat. 2654 (2008).
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Federal Insurance Office

Financial Stability Oversight
Council and Office of Financial
Research

companies to provide, among other things, liquidity to home mortgage
markets by purchasing mortgage loans, thus enabling lenders to make
additional loans. The system of 12 Federal Home Loan Banks provides
funding to support housing finance and economic development. Until
enactment of HERA, Fannie Mae and Freddie Mac had been overseen
since 1992 by the Office of Federal Housing Enterprise Oversight
(OFHEOQ), an agency within the Department of Housing and Urban
Development (HUD), and the Federal Home Loan Banks were subject to
supervision by the Federal Housing Finance Board (FHFB), an
independent regulatory agency.'® In July 2008, HERA created FHFA to
establish more effective and more consistent oversight of the three
housing GSEs."® Given their precarious financial condition, Fannie Mae
and Freddie Mac were placed in conservatorship in September 2008, with
FHFA serving as the conservator under powers provided in HERA.

While insurance activities are primarily regulated at the state level, the
Dodd-Frank Act created the Federal Insurance Office within Treasury to
monitor issues related to regulation of the insurance industry.' The
Federal Insurance Office is not a regulator or supervisor, and its
responsibilities include identifying issues or gaps in the regulation of
insurers that could contribute to a systemic crisis in the insurance industry
or the U.S. financial system.

The Dodd-Frank Act established FSOC to identify risks to the financial
stability of the United States, promote market discipline, and respond to
emerging threats to the stability of the U.S. financial system. The Dodd-
Frank Act also established OFR within Treasury to serve FSOC and its
member agencies by improving the quality, transparency, and
accessibility of financial data and information; conducting and sponsoring

SOFHEO regulated Fannie Mae and Freddie Mac on matters of safety and soundness,
while HUD regulated their mission-related activities. FHFB served as the safety and
soundness and mission regulator of the Federal Home Loan Banks.

BWith respect to Fannie Mae and Freddie Mac, the law gave FHFA such new regulatory
authorities as the power to regulate the retained mortgage portfolios, to set more stringent
capital standards, and to place a failing entity in receivership. In addition, the law provides
FHFA with funding outside the annual appropriations process. The law also combined the
regulatory authorities for all the housing GSEs that were previously distributed among
OFHEO, FHFB, and HUD.

731 U.s.C. § 313.
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research related to financial stability; and promoting best practices in risk
management.'8

FSOC’s membership consists of the Secretary of the Treasury, who
chairs the council, and the heads of CFPB, CFTC, FDIC, the Federal
Reserve, FHFA, the National Credit Union Administration, OCC, SEC, the
directors of OFR and the Federal Insurance Office, representatives from
state-level financial regulators, and an independent member with
insurance experience.

Financial Crises

There is no universally accepted definition of a financial crisis. Some
academic studies identify three major types of financial crises: banking
crises, public debt crises, and currency crises.'® The most recent financial
crisis in the United States is widely considered to have been a banking
crisis. While researchers have defined banking crises in different ways,
their definitions generally focus on indicators of severe stress on the
financial system, such as runs on financial institutions or large-scale
government assistance to the financial sector. The large increases in
public debt that tend to follow the onset of a banking crisis can make a
country more susceptible to a public debt crisis.

Studies reviewing historical banking crises in the United States and other
countries found that such crises were associated with large losses in
output (the value of goods and services produced in the economy) and
employment that can persist for years. A disruption to the financial system
can have a ripple effect through the economy, harming the broader
economy through several channels. For example, some studies identify
ways that strains in the financial system can negatively impact the cost

812 u.s.c. §§ 5321-5333. For additional information on FSOC and OFR, see GAO,
Financial Stability: New Council and Research Office Should Strengthen the
Accountability and Transparency of Their Decisions, GAO-12-886 (Washington, D.C.:
Sept. 11, 2012).

"9Public debt crises can occur when rising levels of government debt lead investors to
lose confidence in the ability of a country to repay its debts, causing the country’s
borrowing costs to surge and forcing large cuts to public spending. Currency crises can
occur when there is a speculative attack on the foreign exchange value of a currency,
causing a sharp depreciation in the currency or forcing authorities to defend the value of
the currency by selling foreign exchange reserves and raising domestic interest rates.
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and availability of credit and, in turn, reduce total output.?° During the
recent crisis, certain securitization markets collapsed and households and
businesses faced tightened credit conditions. Higher funding costs for
firms in the form of higher interest rates and lower equity prices can
contribute to declines in investment. Furthermore, as asset prices fall,
declines in the wealth and confidence of consumers, businesses, and
investors also can contribute to output declines. Historically, governments
have provided substantial assistance to financial institutions during
banking crises to avert more severe disruptions to the key functions
performed by the financial system.

The causes of the 2007-2009 crisis are complex and remain subject to
debate and ongoing research. According to many researchers, around
mid-2007, losses in the mortgage market triggered a reassessment of
financial risk in other debt instruments and sparked the financial crisis.
Uncertainty about the financial condition and solvency of financial entities
resulted in a liquidity and credit crunch that made the financing on which
many businesses and individuals depend increasingly difficult to obtain.?!
By late summer of 2008, the ramifications of the financial crisis ranged
from the failure of financial institutions to increased losses of individual
savings and corporate investments.

Academics and others have identified a number of factors that may have
helped set the stage for problems in the mortgage market and the
broader financial system. These factors, in no particular order, include

« financial innovation in the form of asset securitization, which reduced
mortgage originators’ incentives to be prudent in underwriting loans
and made it difficult to understand the size and distribution of loss
exposures throughout the system;

« imprudent business and risk management decisions based on the
expectation of continued housing price appreciation;

203ee, for example, Basel Committee on Banking Supervision, The Transmission
Channels between the Financial and Real Sectors: A Critical Survey of the Literature.
Working paper No. 18 (Basel, Switzerland: February 2011).

21During the crisis, market liquidity and funding liquidity declined in certain markets. To
function efficiently, the securities markets need market liquidity, generally defined as the
ability to buy and sell a particular asset without significantly affecting its price. In contrast
to market liquidity, which is an asset-specific characteristic, funding liquidity generally
refers to the availability of funds in the market that firms can borrow to meet their
obligations.
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« faulty assumptions in the models used by credit rating agencies to
rate mortgage-related securities;

« gaps and weaknesses in regulatory oversight, which allowed financial
institutions to take excessive risks by exploiting loopholes in capital
rules and funding themselves increasingly with short-term liabilities;

« government policies to increase homeownership, including the role of
Fannie Mae and Freddie Mac in supporting lending to higher-risk
borrowers; and

« economic conditions, characterized by accommodative monetary
policies, ample liquidity and availability of credit, and low interest rates
that spurred housing investment.

The United States periodically has experienced banking crises of varying
severity. The financial crisis that began in 2007 was the most severe
banking crisis experienced by the United States since the 1930s. While
this most recent financial crisis may have had some new elements—such
as the role of asset securitization in spreading risks across the financial
system—studies have found that it followed patterns common to past
crises in the United States and other countries. For example, experts
have noted that the recent crisis, like many past crises, was preceded by
an asset price boom that was accompanied by an excessive buildup in
leverage.?? Another common pattern between the recent and past crises
has been the buildup of risks and leverage in unregulated or less
regulated financial institutions. While academic studies have used
different criteria to identify and date banking crises, studies we reviewed
identify the following episodes as U.S. banking crises since the Civil War:
the banking panics of 1873, 1893, 1907, and the 1930s; the Savings and
Loan Crisis that began in the1980s; and the 2007-2009 crisis. The studies
do not consider the stock market crash of 1987 or the bursting of the
technology bubble during 2000-2001 to be banking crises, because
neither placed severe strains on the financial system that threatened the
economy.

22Leverage traditionally has referred to the use of debt, instead of equity, to fund an asset
and been measured by the ratio of total assets to equity on the balance sheet. Leverage
also can be used to increase an exposure to a financial asset without using debt, such as
by using derivatives. In that regard, leverage can be defined broadly as the ratio between
some measure of risk exposure and capital that can be used to absorb unexpected losses
from the exposure.
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2007-2009 Financial
Crisis Was Associated
with Large Economic
Losses and Increases
in Government Debt

Several studies measure the overall economic costs associated with past
financial crises based on the decline in economic output (the value of
goods and services produced in the economy) relative to some
benchmark, such as the long-term trend in output. While using a variety of
methods to quantify these output losses, the studies generally have found
the losses from past financial crises to be very large. Some of these
studies also analyze changes in unemployment, household wealth, and
other economic indicators to show the effects of the crises at a more
granular level. In addition, some studies use measures of fiscal costs—
such as increases in government debt—to analyze the losses associated
with financial crises. In the following section, we review what is known
about the losses associated with the recent financial crisis based on
these measures.

Studies Generally Find
That the Recent Crisis Was
Associated with Large
Losses in Economic
Output, but Estimates of
Such Losses Vary and
Depend on Several
Assumptions

The 2007-2009 financial crisis, like past financial crises, was associated
with not only a steep decline in output but also the most severe economic
downturn since the Great Depression of the 1930s (see fig. 1). According
to a study, in the aftermath of past U.S. and foreign financial crises,
output falls (from peak to trough) an average of over 9 percent and the
associated recession lasts about 2 years on average.?® The length and
severity of this economic downturn was roughly consistent with the
experience of past financial crises. The U.S. economy entered a
recession in December 2007, a few months after the start of the financial
crisis.?* Between December 2007 and the end of the recession in June
2009, U.S. real gross domestic product (GDP) fell from $13.3 trillion to
$12.7 trillion (in 2005 dollars), or by nearly 5 percent. As shown in figure
1, real GDP did not regain its pre-recession level until the third quarter of
2011.

23Carmen M. Reinhart and Kenneth S. Rogoff, The Aftermath of Financial Crises, National
Bureau of Economic Research, Working Paper 14656 (Cambridge, MA: January 2009).

24Recessions mark a distinct phase of the overall business cycle, beginning with a
business cycle “peak” and ending with a business cycle “trough.” Between trough and
peak the economy is in an expansion. The National Bureau of Economic Research
identifies dates for national recessions, which can vary in overall duration and magnitude.
The National Bureau of Economic Research is a private, nonprofit, nonpartisan research
organization dedicated to promoting a greater understanding of how the economy works.
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Figure 1: U.S. Real Gross Domestic Product in 2005 Dollars and Recession Periods, First Quarter 1947 through Third Quarter
2012
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Source: GAO analysis of Bureau of Economic Analysis and National Bureau of Economic Research data.
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Although the decline in the U.S. economy’s real GDP during the
recession may reflect some of the losses associated with the 2007-2009
financial crisis, the decline does not capture the cumulative losses from
the crisis. To quantify the overall losses associated with past financial
crises, researchers have estimated output losses as the cumulative
shortfall between actual GDP and estimates of what GDP would have
been if the crisis had not occurred. Measuring the shortfall in GDP in the
aftermath of a crisis requires making a number of assumptions, and the
measurement will vary depending on what assumptions are used. Figure
2 provides two examples to show how estimates of output losses vary
depending on the assumptions used. The output shortfall is shown in the
shaded areas of the two examples, with the output shortfall larger in
example 2 than in example 1. Important assumptions include the
following:

« Start date of the crisis: The first assumption involves selecting the
date when the crisis began. The start date is shown as the vertical line
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in examples 1 and 2 and is assumed to be the same. However,
researchers have used different assumptions to select the start date
of the 2007-2009 financial crisis.?®

o The path real GDP would have followed if the crisis had not
occurred: The second assumption involves estimating the
counterfactual for the path of GDP—that is, the path that real GDP
would have followed in the absence of a crisis.?® This counterfactual is
not observable. Studies have used different assumptions to estimate
this path and one approach is to assume that this path would follow a
precrisis trend in real GDP growth. For example, one study estimated
trend output paths based on average GDP growth for the three years
and ten years before the crisis. In figure 2, example 1 assumes a
much lower (or less steep) trend rate of GDP growth than example 2.
Assuming a higher growth trend results in a larger estimate of output
losses.

« Projections of actual GDP: The third assumption involves
determining when GDP regained or will regain its estimated precrisis
trend path. With respect to the recent crisis, some studies find that
real GDP remains below the estimated precrisis trend. Researchers
reach different conclusions about when or whether GDP will regain its
long-term trend from before the crisis. Assumptions about the path of
actual GDP and how it compares to the potential trend path can
reflect different views on whether the output losses from the crisis are
temporary or permanent. In contrast to example 1, where the
economy regains its precrisis growth rate and level of output, example
2 assumes the economy regains its precrisis rate of output growth but
remains permanently below the level of output projected by
extrapolating the precrisis growth trend. As a result, output losses in
example 2 extend farther into the future and are considerably larger

25Many researchers identify August 2007 as the start of the recent financial crisis, when
strains appeared in interbank lending markets, but others date the start of the crisis to late
2008, when strains in credit markets intensified and led to the failure or near failure of a
number of large financial institutions.

26Cecchetti et al. measure output losses by comparing postcrisis levels of GDP with the
level of GDP at the onset of the crisis. However, this measure does not account for any
growth in GDP that would have been expected to occur in the absence of a crisis. See
Stephen G. Cecchetti, Marion Kohler, and Christian Upper, Financial Crises and
Economic activity, National Bureau of Economic Research, Working Paper 15379
(Cambridge, MA: September 2009).
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than in example 1. Some studies describe reasons why financial
crises could be associated with permanent output losses. For
example, sharp declines in investment during and following the crisis
could result in lower capital accumulation in the long-term. In addition,
persistent high unemployment could substantially erode the skills of
many U.S. workers and reduce the productive capacity of the U.S.
economy.

. ____________________________________________________________________________|
Figure 2: Examples lllustrating Sensitivity of Output Loss Estimates to Key
Assumptions

Example 1 Example 2
(low-growth trend, GDP regains (high-growth trend, GDP does not
precrisis trend level) regain precrisis trend level)

y GDP returns to

GDP precrisis trend level GDP

Y

Time Time

Source: GAO presentation of figure from Basel Committee on Banking Supervision, An Assessment of the Long-Term Economic Impact
of Stronger Capital and Liquidity Requirements (Basel, Switzerland: August 2010).

Note: Example 2 assumes a higher trend rate of GDP growth than Example 1, resulting in a higher

estimate of output losses (shown as the region shaded in grey). In example 1, GDP catches up with
its precrisis path, while in example 2 GDP remains on a permanently lower path, albeit one with the
same growth rate as that prevailing before the crisis.

Research suggests that U.S. output losses associated with the 2007-
2009 financial crisis could range from several trillion to over $10 trillion. In
January 2012, the Congressional Budget Office (CBO) estimated that the
cumulative difference between actual GDP and estimated potential GDP
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following the crisis would amount to $5.7 trillion by 2018.2” CBO defined
potential output as the output level that corresponds to a high rate of use
of labor and capital. CBO reported that recessions following financial
crises, like the most recent crisis, tend to reduce not only output below
what it otherwise would have been but also the economy’s potential to
produce output, even after all resources are productively employed. In its
estimate, CBO assumed that GDP would recover to its potential level by
2018, noting that it does not attempt to predict business cycle fluctuations
so far into the future. Other studies have reported a wide range of
estimates for the output losses associated with past financial crises, with
some suggesting that output losses from the recent crisis could persist
beyond 2018 or be permanent. In an August 2010 study, a working group
of the Basel Committee on Banking Supervision reviewed the literature
estimating output losses.?® According to the Basel Committee working
group’s review, studies calculating long-term output losses relative to a
benchmark (such as an estimated trend in the level of GDP) estimated
much larger losses than studies calculating output losses over a shorter
time period. In a June 2012 working paper, International Monetary Fund
(IMF) economists estimated the cumulative percentage difference
between actual and trend real GDP for the 4 years following the start of
individual banking crises in many countries.?® They found a median output
loss of 23 percent of trend-level GDP for a historical set of banking crises
and a loss of 31 percent for the 2007-2009 U.S. banking crisis. Other
researchers who assume more persistent or permanent output losses

27CBO calculated this cumulative difference as the sum of the shortfall in output
(compared to potential output) for each year that such a shortfall has occurred since the
crisis began and the sum of projected shortfalls in the future—specifically, between its
2012 estimate date and 2018, when it projected that output would regain its potential level.
See CBO, The Budget and Economic Outlook: Fiscal Years 2012 to 2022, (Washington,
D.C.: January 2012).

28Basel Committee on Banking Supervision, An Assessment of the Long-Term Economic
Impact of Stronger Capital and Liquidity Requirements, (Basel, Switzerland: August 2010).
The Basel Committee on Banking Supervision (Basel Committee) seeks to improve the
quality of banking supervision worldwide, in part by developing broad supervisory
standards. The Basel Committee consists of central bank and regulatory officials from
Argentina, Australia, Belgium, Brazil, Canada, China, France, Germany, Hong Kong SAR,
India, Indonesia, Italy, Japan, Korea, Luxembourg, Mexico, the Netherlands, Russia,
Saudi Arabia, Singapore, South Africa, Spain, Sweden, Switzerland, Turkey, the United
Kingdom, and the United States. The Basel Committee’s supervisory standards are also
often adopted by nonmember countries.

2Luc Laevan and Fabian Valencia, Systemic Banking Crises Database: An Update, IMF
Working Paper, 12/163 (Washington, D.C.: June 2012).
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from past financial crises estimate much larger output losses from these
crises, potentially in excess of 100 percent of precrisis GDP.3° While such
findings were based on crisis events before 2007, if losses from the 2007-
2009 crisis were to reach similar levels, the present value of cumulative
output losses could exceed $13 trillion.

Studies that estimate output losses can be useful in showing the rough
magnitude of the overall costs associated with the 2007-2009 financial
crisis, but their results have limitations. Importantly, real GDP is an
imperfect proxy of overall social welfare. As discussed below, real GDP
measures do not reveal the distributional impacts of the crisis, and the
costs associated with a financial crisis can fall disproportionately on
certain populations. In addition, it is difficult to separate out the economic
costs attributable to the crisis from the costs attributable to other factors,
such as federal government policy decisions before, during, and after the
crisis.

2007-2009 Crisis Was Also
Associated with Large
Declines in Employment,
Household Wealth, and
Other Economic Indicators

Unemployment

While studies often use output losses to measure the overall costs
associated with financial crises, many researchers also discuss trends in
unemployment, household wealth, and other economic indicators, such
as the number of foreclosures, to provide a more granular picture of the
effects of financial crises. As with trends in output losses, it is not possible
to determine how much of the changes in these measures can be
attributed to the financial crisis rather than to other factors. For example,
analyzing the peak-to-trough changes in certain measures, such as home
prices, can overstate the impacts associated with the crisis, as valuations
before the crisis may have been inflated and unsustainable. The effects of
the financial crisis have been wide-ranging, and we are not attempting to
provide a comprehensive review of all components of the economic harm.
Rather, the following highlights some of the most common types of
measures used by academics and other researchers.

As shown in figure 3, the unemployment rate rose substantially following
the onset of the financial crisis and then declined, but it remains above
the historical average as of November 2012. The monthly unemployment
rate peaked at around 10 percent in October 2009 and remained above 8

3'OSee, for example, John H. Boyd, Sungkyu Kwak, and Bruce Smith, “The Real Output
Losses Associated with Modern Banking Crises,” Journal of Money, Credit and Banking,
vol. 37, no. 6 (Dec. 2005), pp. 977-999.
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percent for over 3 years, making this the longest stretch of unemployment
above 8 percent in the United States since the Great Depression.?' The
monthly long-term unemployment rate—measured as the share of the
unemployed who have been looking for work for more than 27 weeks—
increased above 40 percent in December 2009 and remained above 40
percent as of November 2012.

|
Figure 3: National Unemployment Rate and Long-Term Unemployed as a Percentage of Labor Force, Seasonally Adjusted,
and Recession Periods, 1948 through November 2012
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Source: GAO presentation of Bureau of Labor Statistics data.

Persistent, high unemployment has a range of negative consequences for
individuals and the economy. First, displaced workers—those who

3'persons considered to be marginally attached to the labor force and persons who were
employed part time for economic reasons are not counted as unemployed persons in the
Bureau of Labor Statistics’ (BLS) calculation of the unemployment rate. BLS considers
workers who want work and are available for work but who did not actively seek work in
the past month as marginally attached to the labor force. BLS defines persons employed
part time for economic reasons as those who want and are available for full-time work but
have had to settle for a part-time schedule. As of November 2012, total unemployed
persons plus these two groups—marginally attached persons and persons working part-
time for economic reasons—represented 14.4 percent of the labor force plus those
marginally attached to the labor force.
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permanently lose their jobs through no fault of their own—often suffer an
initial decline in earnings and also can suffer longer-term losses in
earnings.®? For example, one study found that workers displaced during
the 1982 recession earned 20 percent less, on average, than their
nondisplaced peers 15 to 20 years later.3® Reasons that unemployment
can reduce future employment and earnings prospects for individuals
include the stigma that some employers attach to long-term
unemployment and the skill erosion that can occur as individuals lose
familiarity with technical aspects of their occupation. Second, research
suggests that the unemployed tend to be physically and psychologically
worse off than their employed counterparts. For example, a review of 104
empirical studies assessing the impact of unemployment found that
people who lost their job were more likely than other workers to report
having stress-related health conditions, such as depression, stroke, heart
disease, or heart attacks.** Third, some studies find negative outcomes
for health, earnings, and educational opportunities for the children of the
unemployed. Fourth, periods of high unemployment can impact the
lifetime earnings of people entering the workforce for the first time. For
example, one study found that young people who graduate in a severe
recession have lower lifetime earnings, on average, than those who
graduate in normal economic conditions.® In prior work, we reported that
long-term unemployment can have particularly serious consequences for
older Americans (age 55 and over) as their job loss threatens not only
their immediate financial security but also their ability to support

3’ZChanges in workers’ earnings provide a rough proxy for changes in their knowledge and
skills obtained through education and experience—or what is referred to as their “human
capital.” The decline in earnings for some workers following the crisis could in part reflect
other factors, such as their inability to continue working in an industry or occupation where
employment has fallen as a result of changes in markets or technologies.

33Till von Wachter, Jae Song, and Joyce Manchester, “Long-term Earnings Losses Due to
Mass Layoffs During the 1982 Recession: An Analysis Using U.S. Administrative Data
from 1974 to 2004” (paper presented at the Institute for the Study of Labor / Centre for
Economic Policy Research, 19" Symposium in Labour Economics in Buch, Ammersee,
Sept. 17-19, 2009).

34McKee-Ryan et al., “Psychological and Physical Well-Being During Unemployment: A
Meta-Analytic Study,” Journal of Applied Psychology, vol. 90, no. 1 (January 2005), 53-76.

3Lisa B. Kahn, “The Long-Term Labor Market Consequences of Graduating from College
in a Bad Economy,” Labour Economics, vol. 17, no. 2 (Apr. 2010), 303-316.
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Household Wealth and Asset
Prices

themselves during retirement.® Persistent high unemployment can also
increase budgetary pressures on federal, state, and local governments as
expenditures on social welfare programs increase and individuals with
reduced earnings pay less in taxes.

According to the Federal Reserve’s Survey of Consumer Finances,
median household net worth fell by $49,100 per family, or by nearly 39
percent, between 2007 and 2010. The survey found that this decline
appeared to be driven most strongly by a broad collapse in home prices.
Another major component of net worth that declined was the value of
household financial assets, such as stocks and mutual funds. Economists
we spoke with noted that precrisis asset prices may have reflected
unsustainably high (or “bubble”) valuations and it may not be appropriate
to consider the full amount of the overall decline in net worth as a loss
associated with the crisis. Nevertheless, dramatic declines in net worth,
combined with an uncertain economic outlook and reduced job security,
can cause consumers to reduce spending. Reduced consumption, all else
equal, further reduces aggregate demand and real GDP.

As we reported in June 2012, decreases in home prices played a central
role in the crisis and home prices continue to be well below their peak
nationwide.?” According to CoreLogic’s Home Price Index, home prices
across the country fell nearly 29 percent between their peak in April 2006
and the end of the recession in June 2009 (see fig. 4).% This decline
followed a 10-year period of significant home price growth, with the index
more than doubling between April 1996 and 2006. Since 2009, home
prices have fluctuated.

36GA0, Unemployed Older Workers: Many Experience Challenges Regaining
Employment and Face Reduced Retirement Security, GAO-12-445 (Washington, D.C.:
Apr. 25, 2012).

3"GAO, Foreclosure Mitigation: Agencies Could Improve Effectiveness of Federal Efforts
with Additional Data Collection and Analysis, GAO-12-296 (Washington, D.C.: June 28,
2012).

3%The CoreLogic Index, like other house price indexes, measures house price changes in
a geographic area based on sales of the same properties at different points in time. The
use of repeat transactions on the same homes helps to control for differences in the
quality of the houses in the data. The CorelLogic index is based on all usable transactions
from CorelLogic’s public record, servicing, and securities databases of single family
attached and detached homes with all types of financing, including prime and nonprime
loans.
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Figure 4: Home Prices and Recession Periods, January 1976 through June 2011
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Similarly, we also reported that homeowners have lost substantial equity
in their homes, because home values have declined faster than home
mortgage debt.*® As shown in figure 5, households collectively lost about
$9.1 trillion (in constant 2011 dollars) in national home equity between
2005 and 2011, in part because of the decline in home prices.*° Figure 5
also shows that between 2006 and 2007, the steep decline in home
values left homeowners collectively holding home mortgage debt in
excess of the equity in their homes. This is the first time that aggregate
home mortgage debt exceeded home equity since the data were kept in
1945. As of December 2011, national home equity was approximately
$3.7 trillion less than total home mortgage debt.

393ee GAO-12-296.

“ONational home equity is the difference between aggregate home value and aggregate
home mortgage debt, which is a measure of the value of household-owned real estate
debt.
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Figure 5: Value of Home Equity and Aggregate Mortgage Debt and Recession Periods, 1945 through 2011
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Source: Federal Reserve, Flow of Funds Accounts of the United States; Bureau of Labor Statistics; and National Bureau
of Economic Research.

Note: In 2011 constant dollars.

Declines in the value of household investments in stocks and mutual
funds also contributed to significant declines in household wealth after the
crisis began. In addition to experiencing a decline in the value of their
stock and mutual fund investments, households also experienced a
decline in their retirement funds. As shown in figure 6, the value of
corporate equities held in retirement funds dropped sharply in late 2008.
While equity prices and the value of retirement fund assets generally
have recovered since 2009, investors and pension funds that sold assets
at depressed prices experienced losses. For example, officials from a
large pension fund told us that they were forced to sell equity securities at
depressed prices during the crisis to meet their liquidity needs. Experts
have different views on how the crisis may have changed investors’
attitudes towards risk-taking. To the extent that investors are more risk
averse and demand higher returns for the risks associated with certain
investments, businesses could face increased funding costs that could
contribute to slower growth.
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Foreclosures
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Figure 6: Aggregate Value of Corporate Equities Held in Retirement Funds,
December 31, 2000, through December 31, 2011
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Source: GAO analysis of Federal Reserve Board Flow of Funds data.

Note: This figure includes corporate equities held directly or indirectly through private pension funds
and federal, state, and local retirement funds.

In 2006, the percentage of loans in default or in foreclosure began to
increase (see fig. 7).#' As we previously reported, a number of factors
contributed to the increase in loan defaults and foreclosures, including a
rapid decline in home prices throughout much of the nation and weak
regional labor market conditions in some states where foreclosure rates
were already elevated.*? During the 2007-2009 recession, the elevated
unemployment rate and declining home prices worsened the financial
circumstances for many families, along with their ability to make their
mortgage payments. Foreclosures have been associated with a number

“IForeclosure is a legal process that a mortgage lender initiates against a homeowner
who has missed a certain number of payments. The foreclosure process has several
possible outcomes but generally means that the homeowner loses the property, typically
because it is sold to repay the outstanding debt or repossessed by the lender. The legal
fees, foregone interest, property taxes, repayment of former homeowners’ delinquent
obligations, and selling expenses can make foreclosure extremely costly to lenders.

42566 GAO-12-296.
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of adverse effects on homeowners, communities, the housing market,
and the overall economy. Homeowners involved in a foreclosure often are
forced to move out and may see their credit ratings plummet, making it
difficult to purchase another home. A large number of foreclosures can
have serious consequences for neighborhoods.** For example, research
has shown that foreclosures depress the values of nearby properties in
the local neighborhood.** Creditors, investors, and servicers can incur a
number of costs during the foreclosure process (e.g., maintenance and
local taxes) and a net loss, if there is a shortfall between the ultimate
sales price and the mortgage balance and carrying costs. Large numbers
of foreclosures can significantly worsen cities’ fiscal circumstances, both
by reducing property tax revenues and by raising costs to the local
government associated with maintaining vacant and abandoned
properties.

43'See, for example, GAO, Vacant Properties: Growing Number Increases Communities’
Costs and Challenges, GAO-12-34 (Washington, D.C.: Nov. 4, 2011).

44gee, for example, Brian A. Mikelbank, “Spatial Analysis of the Impact of Vacant,
Abandoned and Foreclosed Properties,” study conducted for the Office of Community
Affairs, Federal Reserve Bank of Cleveland, 2008; and Kai-yan Lee, “Foreclosure’s Price-
Depressing Spillover Effects on Local Properties: A Literature Review” (Community Affairs
Discussion Paper, Federal Reserve Bank of Boston, 2008).
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Figure 7: Percentage of Loans in Default 90 Days or More or in Foreclosure and Recession Periods, March 1979 through
September 2012
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Federal, State, and Local Some studies consider measures of fiscal costs—such as increases in
Governments Have Faced federal government debt—when analyzing the losses associated with
Increased Fiscal financial crises. Like past financial crises, the 2007-2009 financial crisis

. has been associated with large increases in the federal government’s
Challenges Since t_he Stz.u't debt and heightened fiscal challenges for many state and local

of the 2007-2009 Financial governments. Factors contributing to these challenges include decreased
Crisis tax revenues from reduced economic activity and increased spending
associated with government efforts to mitigate the effects of the
recession.
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Federal Government’s Fiscal
Challenges

In prior work, we have reported that the economic downturn and the
federal government’s response caused budget deficits to rise in recent
years to levels not seen since World War 11.** While the structural
imbalance between spending and revenue paths in the federal budget
predated the financial crisis, the size and urgency of the federal
government’s long-term fiscal challenges increased significantly following
the crisis’s onset. From the end of 2007 to the end of 2010, federal debt
held by the public increased from roughly 36 percent of GDP to roughly
62 percent. Key factors contributing to increased deficit and debt levels
following the crisis included (1) reduced tax revenues, in part driven by
declines in taxable income for consumers and businesses; (2) increased
spending on unemployment insurance and other nondiscretionary
programs that provide assistance to individuals impacted by the
recession; (3) fiscal stimulus programs enacted by Congress to mitigate
the recession, such as the American Recovery and Reinvestment Act of
2009 (Recovery Act);*® and (4) increased government assistance to
stabilize financial institutions and markets.

While deficits during or shortly after a recession can support an economic
recovery, increased deficit and debt levels could have negative effects on
economic growth. For example, rising federal debt can “crowd out” private
investment in productive capital as the portion of savings that is used to
buy government debt securities is not available to fund such investment.
Lower levels of private investment can reduce future economic growth. In

45GAO, The Federal Government’s Long-Term Fiscal Outlook: January 2011 Update,
GAO-11-451SP (Washington, D.C.: Mar. 18, 2011). For the most recent update, see
GAO, The Federal Government’s Long-Term Fiscal O